Introduction
Individual Retirement Accounts (IRAs) now hold more assets than either defined benefit or defined contribution pension plans, but many people do not understand how they work. This Just the Facts reminds readers of the differences between Roth and conventional IRAs and describes their role to date as saving vehicles.
A Brief History
Conventional IRAs were introduced in 1974 under the Employee Retirement Income Security Act (ERISA). The goal was to enable those without pension coverage in employer-sponsored plans to save in a tax-deferred fashion. That is, the government would not tax the original contribution to an IRA nor the returns on those contributions until the funds are withdrawn from the plan. Withdrawals from conventional IRAs before age 59 1 / 2 are subject to a 10-percent penalty.
1 And people must begin to withdraw their funds by age 70 1 / 2 .
Although eligibility was limited initially to those without pensions, it was expanded in 1981 to encompass all workers, including those currently covered by pension plans. It soon became evident, however, that while IRAs were offered to all, they were being used primarily by higher- 1 Withdrawals are not subject to the penalty in the case of disability or death or when the funds are used to pay for higher education or to buy a first home ($10,000 limit).
2 The original ERISA legislation allowed employees without an employer-provided plan to contribute up to $1,500 per year. In 1976, the limit was increased to $1,750 for an employee with a non-employed spouse. When the Economic Recovery Act of 1981 extended IRA benefits to all employees, it also raised the contribution limit to $2,000. The Taxpayer Relief Act of 1997 gradually increased the income limits for fully-deductible IRAs to $80,000 for a couple and $50,000 for an individual by 2007. It also introduced spousal IRAs, which permit a full $2,000 for a spouse not covered by a pension plan for couples with adjusted gross income up to $150,000.
with the Roth. But for most people, changes in tax rates before and after retirement are not that significant, so the tax treatment of the two types of IRAs can be viewed as identical.
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A Few Real World Differences
While the arithmetic says the tax treatment is the same, the two plans differ in terms of both perception and legalities. The most obvious issue of perception is that contributions to conventional IRAs produce an immediate tax cut. Roth IRAs do not provide tax relief today and therefore may not seem as appealing to the typical taxpayer. On the other hand, there is something nice about knowing the money in your account is the amount you will have available to spend. Since no further taxes are required on a Roth IRA, the full amount is available for support in retirement. Funds in a conventional account will be taxed upon withdrawal, so the amount available for support is always less than the account balance.
In terms of legalities, the primary differences between the two types of IRAs are eligibility criteria and contribution amounts. As shown in Table 1 , the Roth IRA allows people much further up the income scale to contribute than the conventional IRA. Thus, for people who exceed the conventional IRA limits, the Roth is the obvious option. The Roth is also more generous in terms of contribution amounts. This is not to make "catch up" contributions of up to $500 beginning in 2002 and up to $1,000 in 2006 and thereafter.
Taxpayers with incomes of less than $100,000 can covert their conventional IRAs to Roths. To do this, they withdraw their money from the conventional IRA, pay income taxes as on any normal withdrawal, and deposit the after-tax amount into the Roth. They do not have to pay the 10-percent penalty in the process of conversion nor on withdrawals from the Roth, except those that occur within five years of conversion.
Identical in Theory
Although the conventional and Roth IRAs may sound quite different, in fact they offer virtually identical tax benefits. Unfortunately, the easiest way to demonstrate this point is with equations. Assume that t is the individual's marginal tax rate and r is the annual return on the assets in the IRA. If an individual contributes $1,000 to a conventional IRA, then, after n years, the IRA would have grown to $1,000 (1+r) n . When the individual withdraws the accumulated funds, both the original contribution and the accumulated earnings are taxable. Thus, the after-tax value of the IRA in retirement is (1-t) $1,000 (1+r)
n .
Now consider a Roth IRA. The individual pays tax on the original contribution, so he puts (1-t) $1000 into the account. (Note the original contribution in this case is smaller than for the conventional IRA. This point is discussed below.) After n years, these after-tax proceeds would have grown to (1+r) n (1-t) $1,000. Since the proceeds are not subject to any further tax, the after-tax amounts under the Roth and conventional plans are identical:
Conventional Roth
(1-t) $1,000 (1+r) n = (1+r) n (1-t) $1,000
Of course, the preceding exercise assumes that the tax rate people face in retirement is the same as that when they are young. If people's tax rates decline after retirement when they withdraw the funds, then they will pay less tax and have more after-tax income with the conventional IRA than percent (Aaron, et al., 1999) . Thus, for the vast majority of taxpayers, the applicable rate is 15 percent -both before and after retirement.
obvious given that individuals could contribute $3,000 under either plan in 2002. But for the individual in the 27-percent personal income tax bracket, a $3,000 after-tax contribution is equivalent to $4,110 before tax. Thus, in effect, the contribution limit is higher under the Roth IRA.
The treatment of conventional and Roth IRAs also differs in terms of estate planning. Conventional IRAs are subject to both estate tax at death of the account holder, and then income tax (with a deduction for the estate tax paid) when the funds are withdrawn. A Roth IRA reduces the taxable estate because the income tax is in essence pre-paid. The Roth beneficiary is thus left with a tax-free account that can continue to grow as it is paid out over the beneficiary's life expectancy. In short, while conventional and Roth IRAs face identical tax liabilities in theory, these plans are subject to different regulations and estate tax treatment.
How Important Are IRAs?
In 2002, roughly 42 million households (40 percent of the total) owned an IRA. As shown in Table 2 , conventional IRAs outnumber Roths by a ratio of nearly 3 to 1.
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The interesting aspect of these IRA accumulations, however, is that they are not new saving -that is, they did not come from annual deposits of $2,000. Rather the enormous growth in IRA assets is the result of rollovers from both defined benefit and defined contribution plans. 4 For example, one study reports that 22 percent of the annual increase in IRA accounts can be attributed to rollovers and 76 percent to investment returns primarily on rollover amounts; only about 2 percent of the annual increase comes from tax-deductible contributions (Copeland, 2001 ). This finding is consistent with a study of personal income tax returns over the period 1987-1996 that indicated the share of individuals contributing to an IRA decreased from 8 percent to 4 percent (Smith, 2001) . 5 As shown in Figure 1 , flows of assets into IRAs dropped off after the 1986 legislation limited participation. But they picked up again in the mid1990s as the stock market boom boosted the value of accumulated pension assets and as rollovers from employer plans increased. The total assets in IRAs amounted to $2.5 trillion at the end of 2001. This is really an enormous sum, exceeding the total holdings of either defined benefit or defined contribution plans (Table 3) . 
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